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Howard I. Ross 
A final 
desperate look 
at financial 
statements 
1. On Being Informative But Not Misleading 
The purpose of financial statements is to provide use-
ful accurate information. This implies two problems— 
positively to give reliable information and, negatively, 
to avoid giving information that is misleading. To some 
extent these are conflicting obligations. It is impossible 
to provide financial information of any sort which may 
not prove in some circumstances to be misleading. 
As a profession, we have done a splendid job of warn-
ing people about the danger of being misled by financial 
statements. We have made it clear enough that no one 
should rely on financial statements in valuing invest-
ments—because fixed assets are stated at historical cost, 
and for other reasons. Moreover financial statements 
may not safely be compared with those of competitors 
—because they may be made up on quite different as-
sumptions. Financial statements are basically historical 
and are not reliable in predicting the future. Even the 
best of audited financial statements do not guarantee 
against fraud. In short we would appear to have dis-
couraged anyone from resorting to financial statements 
in any possible circumstance in which they might be 
likely to need them. 
This is all very well, but it seems to invite the ques-
tion—if financial statements cannot be relied upon for 
any of these purposes, how can it be important to pro-
duce them? George O. May used to say—accountants are 
*From a summer course at the Institute of Chartered Account-
ants in England and Wales . . . at Oxford, September 16th, 1962. 
apt to be so careful not to mislead that they forget to 
provide information. 
2. Good Talk — Poor Action 
Before concluding that financial statements are not 
worth producing or, if they have to be produced to 
comply with legal requirements—that we should devote 
the entire efforts of the profession to trying to persuade 
people not to rely on them—perhaps it might be well 
to have one final look at them. 
The first thing that becomes clear is surely the en-
couraging fact that financial statements are (and this 
cannot be said of too many things) getting better and 
better. A great deal of fine work has gone into research 
and into the practical application of refinements in pub-
lished statements—particularly in recent years. State-
ments that would have been perfectly acceptable a 
generation ago would no longer pass muster in the best 
circles. 
This improvement reflects credit on our profession— 
on accountants in practice and in industry alike. 
However, this should not obscure the fact that the 
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improvement is quite inadequate in terms of today's 
requirements. As custodians of the art of accounting, 
our profession may be doing an admirable job—but we 
are going to have to do a much better one. 
Our whole industrial and financial world is changing 
so rapidly—and always in the direction of increasing 
complexity—that new and much heavier demands are 
being made on financial reporting. Financial reporting 
is the basic means of communication in the business 
world. Today we need much better financial statements 
than we can produce—and tomorrow the problem will 
be still more critical. 
When we tackle the problem of producing better 
statements, it is discouraging how much good talk there 
is and how relatively little actual improvement results. 
In Canada, the Research Committee of T h e Canadian 
Institute of Chartered Accountants has been working 
hard on the subject of accounting principles and better 
statement presentation. Excellent papers have been 
produced. Lively panel discussions are held—but when 
financial statements are published they look discourag-
ingly like those of the preceding year. 
Last year at Toron to , at our annual conference, we 
had a splendid panel on the subject, with Sir Will iam 
Lawson r e p r e s e n t i n g your I n s t i t u t e a n d C a r m e n 
Blough, the American Institute. Aware of the disap-
point ing practical results of so much good research, we 
set as a subject for the panel—What practical steps can 
be taken actually to produce better statements? A num-
ber of excellent points were made, but it was hard to 
detect much change in statements subsequently pub-
lished. 
3. Some Old Crusades 
We must do better. In my view this will require two 
things — 
(a) We will have to be much more clear-headed about 
our objectives and about the unavoidable implications 
of our basic accounting conventions, and 
(b) We must develop a better technique for experi-
mentat ion in financial reporting. 
At the outset, let us recognize that what has been 
achieved so far in financial presentation represents the 
combined work of many sensible accountants over a 
great many years. In reviewing the results, an at t i tude 
of derision would be quite out of place. T o cover enough 
ground in a short time involves dealing cavalierly with 
some contributions to the art of accounting that really 
deserve much fuller and more serious consideration. 
However, if derision is out of place in this discussion, 
so is reverence. If we are going to do better we must not 
be complacent. 
In urging the need of new approaches, it would ap-
pear desirable to review briefly some of the approaches 
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that have already been tried—to indicate why these are 
inadequate and why something new is needed. 
4. Simplified Language 
Possibly the first notion to deal with is the idea that 
the real trouble with financial statements is that they 
are written in technical terms which no one understands 
except the fellows who prepare them—and of course 
they don't matter because accountants lose all interest 
in a statement as soon as they have succeeded in produc-
ing it. 
Here we encounter that sterling character, the unin-
formed investor — sometimes alluded to as the "un-
instructed layman" or the "average stockholder." This 
investor is invariably a person of modest means (so as 
to arouse our sympathy and not our contempt) who 
suffers from an anxiety complex which leads him to 
examine published financial statements in order to 
judge the value of his shares. In his researches, the un-
informed investor keeps running into baffling technical 
terms like "assets" and "accounts receivable"—and ac-
countants are urged to solve his troubles by substituting 
clearer phrases—"what we own" for assets and "money 
owing to us from our customers" for accounts receivable. 
Basically this approach to accounting reform assumes 
that the main trouble with financial statements is that 
they are composed in technical jargon. The obvious 
corollary is that everything would be fine if only finan-
cial statements were written in a mixture of Madison 
Avenue belles lettres and baby talk. The underlying 
assumption is that someone, who has no knowledge 
whatever of business, will easily comprehend and assess 
the operations of a complicated modern corporation, 
so long as no one uses any long words. This is of course 
utter nonsense. 
To encourage someone who is put off by technical 
terms such as "accounts payable," and for whom one 
must translate "liabilities" as "what we owe," to believe 
that he can get some notion of the value of his invest-
ment by studying a set of financial statements, is an act 
of criminal irresponsibility. 
I have for the small investors all that warm sympathy 
one gets from being one of them. However the proper 
thing to do for the small investor is to persuade him to 
obtain professional advice from an investment consult-
ant, or to place his money in one of the trusts which are 
organized for the proper investment of the funds of 
widows and orphans and such. Our responsibility as a 
profession is to give the experts, who act as investment 
consultants or run investment trusts, with the best pos-
sible financial information. 
In case all this may seem a little harsh on those who 
have spent time trying to write financial statements in 
non-technical language, I would like to illustrate my 
point by a quotation from the sister discipline of phi-
losophy. 
Lord Russell, who is widely revered amongst phi-
losophers as one of the most lucid of writers, starts his 
essay on "Number" as follows — 
"Many philosophers when attempting to define num-
ber, are really setting to work to define plurality, which 
is quite a different thing. Number is what is charac-
teristic of numbers, as man is what is characteristic of 
men. A plurality is not an instance of number, but of 
some particular number. A trio of men is an instance 
of the number three and the number three is an instance 
of number; but the trio is not an instance of number." 
While a dissertation on Number is the sort of thing, 
I should have thought, a Chartered Accountant might 
aspire to understand, I must confess that this paragraph 
does not mean very much to me—even although Lord 
Russell goes on to say, "This point may seem elementary 
and scarcely worth mentioning." 
What I would like to point out here is that this pas-
sage contains no technical jargon, nor any words not 
easily understandable by anyone. Yet does it mean any-
thing to anyone who has not a proper grounding in phi-
losophy? In precisely the same way, financial statements 
can be written in the most familiar words without con-
veying any information whatever to a person who does 
not know anything about business. 
5. The Inadequacy of Greater Disclosure 
A second approach to improving financial statements 
has been along the lines of concentrating on greater and 
greater disclosure. This is one of the dominating no-
tions of the Securities and Exchange Commission in the 
United States. As I am sure most of you know, if you 
are under the control of the SEC before issuing secu-
rities you must produce a mass of information. Some of 
this information perhaps actually gets read, and it often 
proves a useful exercise for the companies that prepare 
it. But when it comes, say, to valuing investments, what 
is wanted is not a mass of detailed information but the 
accurate presentation of a relatively few basic, signifi-
cant figures. Admirable as insistence on disclosure may 
be—surely it is not more than a small part of the answer. 
6. The Philosophic Approach 
A third direction in which a great deal of research has 
been done is along what might be called philosophic 
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lines—although I suspect philosophers might say pseu-
do-philosophic lines. Attention is concentrated on fine 
definitions of terms; and we are introduced to account-
ing postulates, principles, procedures, conventions, 
rules and so on. An excellent research study along 
these lines has recently been published by the American 
Institute under the heading of "The Basic Postulates 
of Accounting" (by Dr. Maurice Moonitz, Research 
Director). 
Interesting as this sort of study is as a mental exercise, 
is this approach really going to lead to much practical 
progress in statement presentation in, say, the next hun-
dred years? The philosophic approach seems to concen-
trate attention on greater and greater refinement of 
language and concepts—and on an obviously profound 
(and obviously hopeless) groping for basic realities. Is 
this exactly the right technique for such a slap-dash 
practical job as the production of financial statements? 
In philosophy one tends to proceed crablike—in a 
backward direction. Thus when one writer has pro-
duced some ponderous research resulting in a statement 
of apparently basic principles, the accepted philosophic 
procedure is not to build on the foundations thus laid, 
but to inspect these foundations with even more minute 
care—ending up with the conclusion that they are not 
profound enough. The job is to destroy the foundations 
and to dig yet deeper. This is illustrated by the reception 
of Dr. Moonitz' research study mentioned above. This 
study starts with propositions which sound basic enough 
in all conscience—such as these 
"Quantification. Quantitative data are helpful in 
making rational economic decisions, i.e., in making 
choices among alternatives so that actions are correctly 
related to consequences. 
"Entities. Economic activity is carried on through 
specific units or entities. 
"Time Period. Economic activity is carried on during 
specifiable periods of time. 
"Unit of Measure. Money is the common denomi-
nator in terms of which the exchangeability of goods 
and services, including labor, natural resources, and 
capital, are measured." 
Profound as these postulates are, it is interesting to 
find that the main criticism of this study has been that 
it does not dig back far enough into the basic objectives 
of accounting. 
7. The Concept of Usefulness 
In "The Basic Postulates of Accounting," the idea 
that usefulness is the proper criterion by which financial 
statements should be judged, is dismissed, with the 
queries—"useful to whom and for what purpose?" While 
the implication is that these two questions are unan-
swerable, and are thus adequate grounds for dismissing 
the whole idea of usefulness as the basic consideration 
in judging statements, they are in fact very easy ques-
tions to answer. Surely the answers are—useful to the 
person reading the statement for whatever purpose he 
is reading it for. 
The fact that accounting is basically utilitarian—that 
the only way to judge an accounting statement is on the 
basis of its usefulness—must be enshrined as a funda-
mental proposition, and I don't believe it matters 
whether it is called a postulate, or a principle, or some-
thing else. The important thing is that we must recog-
nize this criterion of usefulness as fundamental and we 
must fully accept its implications. 
Accountancy is simply a means of communication. It 
is essentially a language—and it can only develop in the 
casual, experimental, practical way in which languages 
develop. There can be no hope in groping for basic 
reality, as there is perhaps in philosophy or in the 
natural sciences. Progress must be solely through finding 
better and better ways (that is more and more useful 
ways) of communicating information. 
8. General Purpose Statements 
Dr. Moonitz asks "useful to whom and for what pur-
poses?" and this suggests a consideration of the old 
argument about whether we should strive for a general 
purpose statement or should produce separate state-
ments for specific purposes. 
The argument between general purpose and specific 
purpose statements must not be oversimplified. To be-
gin with, it should be recognized that we need both. 
When someone has recourse to a statement, ideally it 
should be drawn up to give him exactly the information 
he wants. However, there are so many different require-
ments that it would be hopelessly confusing to draft a 
special statement for each—and some compromise with 
the ideal must be accepted. 
Accountants have been concerned principally with 
attempts to draw up satisfactory general purpose state-
ments and they have perhaps been led, in defending 
such statements, to under-rate the need of specific state-
ments in some cases. 
Consider financial statements from the point of view 
of management—which is probably the most important 
point of view of all. A manager is surely entitled to any 
information he considers he needs to run the business. 
(Continued on page 29) 
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(Continued from page 15) 
It is pointless to insist that he should be satisfied with 
some general purpose statement. Management account-
ing should be completely divorced from general ac-
counting. 
I can remember a case where we were installing a new 
cost system for a client. This client had a maunfacturing 
plant of great antiquity, and was operating with fixed 
assets which had been completely written off. We recom-
mended a notional figure for depreciation, feeling that 
if this were not included in costs, management might be 
misled, and might find itself in an embarrassing position 
when the assets had to be replaced and actual deprecia-
tion again became a factor in cost. The argument went 
on a long time; naturally the client won in the end. It 
is not really very important to decide who was right in 
theory. The manager had important decisions to make 
and was entitled to have financial information pre-
sented to him in any form he wanted it in. 
In running a business, the manager and the account-
ant each has an essential part to play. The accountant 
must see that necessary information is available and he 
should be responsible to ensure that the manager un-
derstands the basis on which the statements have been 
prepared, and is aware of what other types of presenta-
tion are available. But it is the manager's job to make 
decisions and obviously he must have the last word in 
deciding what information he needs to make them. 
There are other special cases where general purpose 
statements are not adequate and special statements are 
needed. However these cases present no problem from 
the point of view of accounting principles. It is just a 
matter of finding out whom the statement is being pre-
pared for and what information he wants to know. 
Apart from these special cases, there remains a num-
ber of uses of financial statements for which a general 
purpose statement is satisfactory. We enter here areas 
in which uniformity between companies is highly desir-
able—and this gives rise to those questions of general 
acceptance, of continuity, of fair presentation and of ac-
counting postulates, principles, conventions and so on. 
The area in which general statements are satisfactory 
would include statements for tax purposes, statements 
for presentation at shareholders' meetings, statements 
used for statistical purposes and a host of other situa-
tions in which the reader of the statement wants general 
information and must know the basis on which the state-
ments have been prepared. 
9. Conventions — Sound and Dubious 
Accountants have come to subscribe to a certain basic 
doctrine — perhaps the word "conventions" best de-
scribes the maxims in which this doctrine gets expressed. 
Some of these conventions are really not very sensible 
and others are profoundly true and significant. The first 
thing we must do, if we are to make any basic improve-
ments in financial statements, is to reject some of the 
silly ideas that we have somehow or other come around 
to say we believe and, on the other hand, to pay more 
attention to the basically sensible notions we have de-
veloped. 
10. The Balance Sheet — What Is It? 
First let us examine the balance sheet as a valuation 
document. In its excellent report, the Jenkins Com-
mittee* has said that the balance sheet is not a valuation 
document (and uses this as grounds for dismissing re-
placement value accounting). Pronouncements emanat-
ing from your Institute are quoted in support of this 
view. But if the balance sheet is not a valuation docu-
ment—then for goodness sake what is it? If it is not a 
valuation document, why do we go to so much trouble 
refining the basis of carrying items in the balance sheet? 
Why do we insist that the balance sheet must be pro-
duced in all prospectuses? 
Someone has suggested that all we can safely say about 
a balance sheet is that it is a summary of the ledger 
balances carried forward into the next period. But if 
this is what it is, would not a trial balance be a much 
more useful document and much easier to produce? 
Moreover why do we trouble the shareholders with it, 
if it is simply a technical statement to summarize debits 
and credits? 
Even although the Jenkins Committee says that the 
balance sheet is not a valuation document, in some parts 
of its report it argues as though it is. For example in 
paragraph 403, when dealing with the question of ex-
empting banking institutions from certain require-
ments, the Jenkins Committee states "shareholders in 
banking companies are deprived of information they 
need in order to judge the value of their shares." 
Thus while it is customary to protest that a balance 
sheet is not a valuation document, what must be meant 
is that a balance sheet is not a very good valuation 
document. It is our duty to see that the balance sheet 
* The Jenkins Committee, a distinguished group appointed re-
cently in England to review the whole structure of corporation law 
in that country, has published a report which contains many inter-
esting and competent observations on the subject of financial 
statements. 
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is made a good valuation document—or if this proves to 
be impossible, that we stop insisting that it is important 
to publish it. 
It might be remarked, in passing, that in dismissing 
replacement value accounting, the Jenkins Committee 
suggests that investors can be satisfied by an asset valua-
tion based on earnings. But this is begging the question 
—as earnings are affected by depreciation which, in turn, 
depends on asset values. In fact the case for replacement 
values is only partly that they provide a better balance 
sheet—perhaps more importantly still, they provide a 
fairer figure for net income. 
11. The Purpose of Financial Statements 
Consider for a moment the basic purposes of financial 
statements. Notwithstanding the research study of the 
American Institute referred to above, I do not see how 
accounting statements can be judged by any other cri-
terion than usefulness. Specific purpose statements must 
be useful to the persons for whom they are specifically 
prepared, and general purpose statements must be use-
ful to the different groups for whom such statements 
are prepared. Presumably this is what is referred to in 
the American Institute's Research Bulletin No. 43 
(quoted with approval by Dr. Moonitz in his study) 
when it says—"The test of greater meaning 
ultimately lies in the results which are produced. These 
results must be judged from the standpoint of society 
as a whole—not merely from that of any one group of 
interested persons." 
Once the usefulness concept has been accepted as the 
basic principle in financial reporting, it becomes im-
portant to study its implications. If a good statement 
is simply a useful one, and a better statement a more 
useful one, we can stop looking for absolute values in 
financial statements. While it might be dangerous to 
say this to a less sophisticated audience than the present 
one, the question of truth does not enter into account-
ing principles in any absolute sense. 
There can of course be true or false financial state-
ments, in the sense that mathematical computations can 
be rightly or wrongly done—or in the sense that the 
direct misrepresentation of facts is, or is not, guarded 
against in their preparation. But to speak of real asset 
values or of real, overstated or understated profits—as 
those who should know better so frequently do—is mean-
ingless. Profits may be computed on many different 
assumptions—some of these computations may be more 
useful than others in given circumstances. Some profit 
calculations may be on generally accepted conventions 
and some not—but the basic test remains the usefulness 
of the information—not its conformity to some sort of 
"real" or "true" standard. 
We should stop saying things like — "conventional 
accounting trends to overstate profits in times of infla-
tion," when what we mean is "in conventional account-
ing, changes in price levels are ignored in calculating 
profits." The importance of more precise language is 
that loose talking is apt to lead to sloppy thinking. 
12. Objectivity 
Financial statements are a conglomeration of fact and 
judgment. Objectivity in preparing statements is clearly 
desirable. The facts must not be slanted or manipulated 
to promote the interests of those responsible for issuing 
the statements. 
In the United States, the SEC places great emphasis 
on objectivity. It is presumably in the name of objec-
tivity that the Commission rejects replacement value 
accounting—apparently preferring a meaningless figure 
based on actual transactions to a significant figure based 
on judgment. 
No one could possibly think objectivity a bad thing. 
Within limits we should always strive for it. But there 
are other important things to consider besides objec-
tivity—and some of these conflict with it. For example, 
surely the use of good judgment is a basic requirement 
in producing statements—yet judgment is and must be 
subjective. 
The question of replacement values illustrates this 
essential conflict between objectivity and judgment— 
and this will be explored more fully below. However it 
might be well to start with an absurdly extreme example 
to illustrate that objectivity cannot be our only con-
sideration. 
Take the two following statements by the sales man-
ager of a company— 
(a) "We are going to have a great year in 1963." 
(b) "Our President is 5 feet 11 inches tall." 
The first of these statements is purely a matter of 
opinion—it may represent a gross miscalculation; it may 
be deliberately made to deceive someone; it may be 
quite irresponsible; it may be uninformed. On the other 
hand, the second statement is factual—if there is any 
doubt about it, the President may be re-measured by a 
disinterested expert. 
Which of these statements are likely to be most useful 
to a shareholder of the company? It depends of course 
on what the shareholder is after. If he intends to order 
a suit, or a coffin, for the President obviously the second 
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statement is more useful—otherwise the first. But the 
important point is this—Is it better to prevent com-
panies from issuing statements based on personal opin-
ions, or is it better to encourage such statements and to 
try to ensure, as far as this may be possible, that the 
opinions are fair? 
So much in the attempt to improve financial state-
ments depends on the relative weight given to objec-
tivity, that we should face up to the following basic 
problem squarely—if we are going to accept objectivity 
as the prime goal in accounting, we must then also ac-
cept the fact that we will never be able to prepare state-
ments which will be adequate to meet the requirements 
of managers, owners, lenders, investors and the rest. 
Much of the basic data from which statements are 
built can be determined with reasonable objectivity, but 
to produce statements which are really informative must 
always require important decisions which are subjective. 
On the other hand, whenever anything is done to en-
courage the use of judgment, we must recognize that the 
danger of fraudulent misrepresentation is increased. 
Like so many other things, judgment in preparing state-
ments can be either well used or misused. Open the door 
for improvement and we automatically open the door 
for abuse. 
13. Replacement Value Accounting — An Illustration 
In weighing these difficult considerations, it is per-
haps well to consider a practical illustration so as, in our 
discussion, not to lose touch with the actual problems of 
statement preparation. An admirable illustration of the 
difficult problem of balancing advantages and disadvan-
tages of different courses is provided by the interesting 
and topical debate on the respective merits of replace-
ment and historical costs for fixed assets. 
Let me first confess my own prejudices—they are those 
of an out-and-out advocate of replacement values. How-
ever this does not mean that I do not recognize the 
existence of several puzzling and indeed unanswerable 
questions which are encountered in attempting to pre-
sent accounts on a replacement basis. For instance, there 
is the unanswerable objection that in the modern busi-
ness world assets sometimes, and perhaps even normally, 
do not get replaced—that is not replaced with identical 
or even similar assets. New processes develop so fast that, 
it has been argued, cost of replacing present fixed assets 
is academic. But this is not the important question. If we 
really believe that usefulness is the basic criterion, then 
in choosing between historical and replacement values, 
we must simply ask—would anyone looking for financial 
information about a company normally be more likely 
to get what he wanted from a statement based on re-
placement or on historical cost? To me the answer to this 
question is self-evident. Whether the company is likely 
to replace its fixed assets with precisely similar buildings 
and machinery or not, replacement cost does give some 
sort of indication of what the company is worth— 
whereas historical cost does not. 
When arguing this point with a friend, he said flatly 
that, if he were studying a company, he would find the 
historical cost of its assets more interesting and useful 
than replacement cost. There is no way of resolving this 
difference of opinion except by seeking more opinions 
and attempting to develop a general consensus. If more 
people find historical cost useful—then we should ad-
here to it. If more people want replacement costing, we 
should adopt it. 
Similarly I once met an analyst who said what he 
would like to know, above all else, was the disposal 
value of fixed assets. To my mind this does not make 
much sense, because a basic assumption in financial 
statements is, I think rightly, the going concern concept. 
However if the consensus of interest is in disposal values 
rather than either historical or replacement values, then 
we should go to disposal costing. 
14. General Acceptance — A Necessary Assumption 
In this discussion of replacement value, another ac-
counting convention has crept in—the assumption that 
the test of an accounting convention (or principal) is 
whether or not it is generally accepted. 
Here again we encounter questions which, at least at 
first sight, are unanswerable. The fact is that the phrase 
"generally accepted" is not one that bears much critical 
refinement. What do we mean by "generally"? Is it a 
question of counting votes for and against? If so, who is 
entitled to vote? Should the opinion of an experienced 
financial analyst count equally with the vote of our old 
friend the uninformed stockholder? If not, how should 
the diverse opinions be weighted? 
While none of these questions can be answered theo-
retically, they get answered in practice in a tolerably 
satisfactory manner—and this should not surprise us 
because the analogy is so close with the development of 
language. In spite of wide differences of opinion on 
grammar and every degree of difference in the authority 
of different speakers—we do come close enough to a gen-
eral consensus on rules of grammar and English usage. 
In accounting, the language of business, we have not 
had serious trouble in reaching agreement in practice. 
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General acceptance is not only a workable test of 
accounting procedures and principles, it is the best 
available test. In fact it goes along with the usefulness 
criterion. If there is no basic reality or truth in account-
ing which can provide a yardstick to enable us to judge 
whether a statement is good or not, and if statements are 
to be judged on the basis of a sort of general usefulness-
then obviously we must accept the notion of a consensus, 
which means general acceptance. 
If we can agree that general acceptance must be re-
tained as a basic accounting principle and still maintain 
that financial statements must be radically improved— 
we face somewhat of a dilemma. Surely improvement 
involves the adoption of something new—and how can 
you adopt something new if you are committed to what 
is already established by general acceptance? 
This problem is brought into sharp focus in one of the 
least helpful remarks so far published in the Research 
Bulletins of our Canadian Institute. Dealing with ad-
justment of fixed asset values, our Bulletin No. 11 states 
—"Unless replacement cost accounting becomes gen-
erally acceptable, the writing up of fixed asset values 
should not occur and should be discouraged." 
Replacement value accounting might again provide 
a good illustration. This is not at present a generally 
accepted principle. If it is a good thing, how can it be 
introduced into financial statements? One obvious 
method would be to call the accounting bodies together 
to thrash out the subject and come to an agreement that 
a change should be made. To mention this possibility 
is enough to rule it out as a practical solution. No pro-
gressive step in the past has ever been achieved by this 
sort of approach. Something quite different is needed. 
My suggestion is that, in their published accounts, 
companies should be encouraged to adopt replacement 
value accounting, but that they should be required to 
give the necessary information to reconvert the state-
ments to historical cost, for comparison with other com-
panies not yet converted to the idea. This does not mean 
very much additional information—in fact a footnote 
showing cost of assets, depreciation expense and ac-
cumulated depreciation on a historical cost basis would 
give an analyst enough to reconvert statements to his-
torical cost. It could not then be argued that any serious 
analyst has lost anything by the switch to replacement 
value. On the other hand, it would provide a basically 
much sounder type of statement. If this indeed proved 
to be the general opinion, ultimately it would be pos-
sible to obtain general acceptance of replacement cost 
accounting. 
15. The Need to Encourage Experimentation 
The great advantage of this system is that it would 
encourage experimentation—and this will be needed if 
we are to progress. 
It is all very well to talk about switching to replace-
ment value accounting, but as those who have tried it 
very well know, this breezy statement covers a great 
many different practical questions. There are many 
ways in which replacement values can be calculated, 
and difficult choices must be made at many points be-
tween different possibilities. We could not hope to make 
much progress if, at every stage, we had to try to get 
general acceptance before publishing any statements. 
The only way to progress is to encourage companies 
to go to replacement accounting in their own way. With 
the safeguard that enough information must be sup-
plied to reconvert to historical costs. This would not be 
too dangerous and might lead to the emergence of the 
best methods—particularly if each company disclosed 
fully the basis on which it had worked. By a sort of 
reverse Gresham's Law, the better methods might drive 
out the poorer. 
16. Footnote Information 
It might be suggested (and as a matter of fact it has 
been suggested) that the same results can be achieved by 
producing statements on historical cost and providing 
the replacement value information in supplementary 
schedules or footnotes. If replacement value accounting 
is indeed a better method, this alternative is a cowardly 
evasion. To an investment analyst seriously studying 
the statements, it obviously does not make much differ-
ence which way the information is presented—whether 
on historical costs with supplementary information 
about replacement value, or the reverse. However there 
are two reasons for preferring replacement values in the 
statements and historical cost in the supplementary 
information. 
In the first place, the person who prepares and pre-
sents a statement should have the responsibility of set-
ting forth the information in the manner he thinks best. 
It is therefore quite important which type of informa-
tion is given in the main statement and which in the 
footnotes. The selection indicates the preference of the 
person responsible for producing the statement. 
In the second place, financial information gets taken 
from the statements and reproduced in the press—some-
times in headlines. It also gets tabulated for purposes of 
comparison with other years or with other companies. 
The footnotes inevitably get lost in the process. When 
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the financial pages announce that earnings per share on 
Consolidated Gum are up 10%, there is no reference to 
the footnote in which some supplementary information 
is presented. 
The question of emphasis is of primary importance. 
17. Taxable Income 
A special problem is presented, when one attempts to 
improve financial statements, by the attitude of the tax 
authorities. Will the new method be accepted for tax 
purposes? On this subject, it seems to me that in the long 
run tax authorities have not really very much choice. 
They must calculate profits for tax purposes on gen-
erally accepted principles. Otherwise how could they 
possibly fulfill their obligation to promote equity be-
tween different taxpayers? 
In a period of experimentation and change, it is a mis-
take to expect tax authorities to be pioneers. In fact it is 
practically impossible for them to take the lead. Until 
a method has become generally accepted, it can hardly 
be accepted for tax purposes—otherwise, how would 
companies be taxed which have not yet gone to the new 
basis? We should start therefore by forgetting about tax-
able income in any crusade for new forms of presenta-
tion. If after a period of experimentation, new princi-
ples become accepted, it is time enough to start worrying 
about taxable income. Thus in the illustration of re-
placement costs, taxation authorities would presumably 
be expected to continue to accept depreciation on a 
historical cost basis until general acceptance had been 
obtained for replacement value depreciation. 
SUMMARY 
1. Financial statements are not good enough. 
2. To improve them, talk and research is not enough 
—we need more action. 
3. Until now our efforts have been towards clarifica-
tion of language, greater disclosure and philosophic dis-
cussion of the basis of accounting. Whatever merit these 
approaches have, they cannot be expected to produce 
results quickly enough—something different is needed. 
4. Accountancy is based on a number of propositions 
which have gained general acceptance. Some of these 
are quite untenable and should be discarded. Others are 
basically sound and we should cherish them and face up 
to their full implications. 
5. The first step towards better statements is to clear 
up the confusion regarding our basic beliefs. Amongst 
the points that must be established are— 
(a) The groping about for basic truth or reality, on 
which to build a set of postulates or principles, is not 
a useful approach to better statements—any more than 
the study of moral philosophy is helpful in solving the 
practical day-to-day ethical problems we encounter. It 
is not that these philosophic pursuits are useless—it is 
simply that they have no real connection with our prob-
lem. No one would expect that the most profound moral 
philosopher will necessarily make any better decisions 
in his everyday life than the rest of us. 
(b) Accountancy must be based only on usefulness. 
To get some reasonably objective basis for judging 
usefulness, we must adhere to the notion of general 
acceptance. 
(c) Objectivity is desirable in the highest degree, but 
it is not the only requirement. To produce adequate 
statements, it may sometimes be necessary to sacrifice 
objectivity to provide useful information which cannot 
be obtained objectively. This raises the problem, which 
we must cope with, of controlling subjective judgments 
as well as possible. 
(d) The only justification for a balance sheet is as a 
valuation document. We must stop pretending it is 
worth publishing on any other assumption. Our task is 
to make it a good valuation document or to abandon it. 
(e) Replacement value accounting affords an interest-
ing example of an attempt to make statements mean 
more—that is to make them more useful. While it has 
served as a convenient illustration at several points in 
these remarks, it is only one of many possible improve-
ments that could be developed. 
6. The second essential step towards better state-
ments is an encouragement of experimentation in pub-
lished accounts. Discussion will be essential—but it will 
not be enough. We have no prospect of advancing fast 
enough if we attempt to get general acceptance before 
introducing any changes. 
7. To safeguard the principle of general acceptance 
and still permit experimentation in new techniques, we 
should encourage the publication of statements in new 
forms while insisting on the provision of supplementary 
information that enables anyone to convert the figures 
back to conventional form. It is important, if the new 
techniques are to be given adequate weight, that the 
statements should be produced on the new basis and the 
conventional information be relegated to supplemen-
tary schedules or footnotes—rather than the reverse. 
8. In our whole approach to financial statements we 
have worried so much about the dangers of being mis-
leading that we have not sufficiently pressed the even 
more important obligation of providing information. 
MARCH, 1 9 6 3 33 
